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incurred foreign exploration expenditures of
$30,000, Y of $20,000, and Z of $40,000. The
amount of foreign exploration expenditures
deductible under section 617 for purposes of
computing separate taxable income under
§1.1502-12 will be the amount actually ex-
pended by each corporation.

Example 2. Assume the same facts as in ex-
ample (1) except that prior to 1971, X, Y, and
7Z had deducted (or deferred) under section
615 and 617 a total of $300,000 of exploration
expenditures. During 1971, with respect to de-
posits located outside the United States X
incurred exploration expenditures of $25,000,
Y of $75,000, and Z of $125,000. The consoli-
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dated exploration Ilimitation under para-
graph (a) of this section with respect to the
foreign deposits (there is no limitation with
respect to the domestic expenditures) is
$100,000. X may allocate the $100,000 in any
manner among the three members, except
that X may not be allocated more than
$25,000 nor Y more than $75,000, the amount
actually expended by X and Y and which
they could have deducted had they each filed
a separate return. If the allocation is not
made in accordance with paragraph (a)(2)(i)
of this section, the $100,000 limitation will be
allocated under paragraph (a)(2)(ii) of this
section as follows:

Corporation Expenditure Fraction Limitation Aggft?obr:e
25,000

X . $25,000 ——— x  $100,000 = $12,500
200,000
75,000

Y .. $75,000 ———— x  $100,000 = $37,500
200,000
100,000

Z . $125,000 ———  x  $100,000 = $50,000
200,000

The denominator of $200,000 was calculated
as follows:

X=$25,000

Y=$75,000

Z=$100,000 (maximum amount allowed if
filed separately)

Total $200,000.

Example 3. Assume the same facts as in ex-
ample (2) and that on January 1, 1971, X ac-
quired all of the stock of corporation T
which prior to its taxable year beginning
January 1, 1971, had previously deducted (or
deferred) $310,000 of exploration expendi-
tures. Assume further that in 1971 X incurred
$25,000 of foreign exploration expenditures, Y
$50,000, T $50,000, and Z none. A consolidated
return is filed for 1971. None of the expendi-
tures may be deducted under section 617
since the consolidated exploration limitation
is zero. The limitation is zero since the ag-
gregate amount of previously deducted (or
deferred) exploration expenditures by the
members of the group exceeds $400,000. (The
total of such expenditures is $410,000, of
which $310,000 is attributable to T and, as-
suming the allocation of the limitation in
example (2) is made under paragraph (a)(2)(ii)
of this section, $12,500 is attributable to X,
$37,500 to Y, and $50,000 to Z.

Example 4. Assume the same facts as in ex-
ample (3) except that on December 31, 1971, X
sold all of the stock in Z to an unrelated
party. The consolidated exploration limita-
tion for 1972 will be $40,000, computed by sub-
tracting from $400,000, the aggregate amount
of previously deducted (or deferred) explo-
ration expenditures incurred by the members
of the group prior to 1972. (The total of such

expenditures is $360,000, of which $12,500 is at-
tributable to X, $37,500 to Y and $310,000 to
T.) Amounts previously deducted (or de-
ferred) by Z are not taken into account since
it was not a member of the group at any
time during 1972. Amounts previously de-
ducted (or deferred) by Z shall be taken into
account by it for subsequent separate return
years.

[T.D. 7192, 37 FR 12949, June 30, 1972]

§1.1502-17 Methods of accounting.

(a) General rule. The method of ac-
counting to be used by each member of
the group shall be determined in ac-
cordance with the provisions of section
446 as if such member filed a separate
return. For treatment of depreciable
property after a transfer within the
group, see paragraph (g) of §1.15602-12.

(b) Adjustments required if method of
accounting changes—(1) General rule. If a
member of a group changes its method
of accounting for a consolidated return
year, the terms and conditions pre-
scribed by the Commissioner under sec-
tion 446(e), including section 481(a)
where applicable, shall apply to the
member. If the requirements of section
481(b) are met because applicable ad-
justments under section 481(a) are sub-
stantial, the increase in tax for any
prior year shall be computed upon the
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basis of a consolidated return or a sep-
arate return, whichever was filed for
such prior year.

(2) Changes in method of accounting for
intercompany transactions. If a member
changes its method of accounting for
intercompany transactions for a con-
solidated return year, the change in
method generally will be effected on a
cut-off basis.

(c) Anti-avoidance rules—(1) General
rule. If one member (B) directly or indi-
rectly acquires an activity of another
member (S), or undertakes S’s activity,
with the principal purpose to avail the
group of an accounting method that
would be unavailable (or would be un-
available without securing consent
from the Commissioner) if S and B
were treated as divisions of a single
corporation, B must use the accounting
method for the acquired or undertaken
activity determined under paragraph
(c)(2) of this section or must secure
consent from the Commissioner under
applicable administrative procedures
to use a different method.

(2) Treatment as divisions of a single
corporation. B must use the method of
accounting that would be required if B
acquired the activity from S in a trans-
action to which section 381 applied.
Thus, the principles of section 381 (c)(4)
and (c)(5) apply to resolve any conflicts
between the accounting methods of S
and B, and the acquired or undertaken
activity is treated as having the ac-
counting method used by S. Appro-
priate adjustments are made to treat
all acquisitions or undertakings that
are part of the same plan or arrange-
ment as a single acquisition or under-
taking.

(d) Examples. The provisions of this
section are illustrated by the following
examples:

Example 1. Separate return treatment gen-
erally. X and its wholly-owned subsidiary Y
filed separate returns for their calendar
yvears ending December 31, 1965. During cal-
endar year 1965, X employed an accrual
method of accounting, established a reserve
for bad debts, and elected under section 171
to amortize bond premiums with respect to
its fully taxable bonds. During calendar year
1965, Y employed the cash receipts and dis-
bursements method, used the specific
charge-off method with respect to its bad
debts, and did not elect to amortize bond
premiums under section 171 with respect to
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its bonds. X and Y filed a consolidated return
for 1966. For 1966 X and Y must continue to
compute income under their respective
methods of accounting (unless a change in
method under section 446 is made).

Example 2. Adopting methods. Corporation P
is a member of a consolidated group. P pro-
vides consulting services to customers under
various agreements. For one type of cus-
tomer, P’s agreements require payment only
when the contract is completed (payment-
on-completion contracts). P uses an overall
accrual method of accounting. Accordingly,
P takes its income from consulting contracts
into account when earned, received, or due,
whichever is earlier. With the principal pur-
pose to avoid seeking the consent of the
Commissioner to change its method of ac-
counting for the payment-on-completion
contracts to the cash method, P forms cor-
poration S, and S begins to render services
to those customers subject to the payment-
on-completion contracts. P continues to
render services to those customers not sub-
ject to these contracts.

(b) Under paragraph (c) of this section, S
must account for the consulting income
under the payment-on-completion contracts
on an accrual method rather than adopting
the cash method contemplated by P.

Example 3. Changing inventory sub-method.
(a) Corporation P is a member of a consoli-
dated group. P operates a manufacturing
business that uses dollar-value LIFO, and
has built up a substantial LIFO reserve. P
has historically manufactured all its inven-
tory and has used one natural business unit
pool. P begins purchasing goods identical to
its own finished goods from a foreign sup-
plier, and is concerned that it must establish
a separate resale pool under §1.472-8(c). P an-
ticipates that it will begin to purchase, rath-
er than manufacture, a substantial portion
of its inventory, resulting in a recapture of
most of its LIFO reserve because of
decrements in its manufacturing pool. With
the principal purpose to avoid the
decrements, P forms corporation S in Year 1.
S operates as a distributor to nonmembers,
and P sells all of its existing inventories to
S. S adopts LIFO, and elects dollar-value
LIFO with one resale pool. Thereafter, P
continues to manufacture and purchase in-
ventory, and to sell it to S for resale to non-
members. P’s intercompany gain from sales
to S is taken into account under §1.1502-13. S
maintains its Year 1 base dollar value of in-
ventory so that P will not be required to
take its intercompany items (which include
the effects of the LIFO reserve recapture)
into account.

(b) Under paragraph (c) of this section, S
must maintain two pools (manufacturing
and resale) to the same extent that P would
be required to maintain those pools under
§1.472-8 if it had not formed S.

612



Internal Revenue Service, Treasury

(e) Effective dates. Paragraph (b) of
this section applies to changes in
method of accounting effective for
years beginning on or after July 12,
1995. For changes in method of ac-
counting effective for years beginning
before that date, see §1.1502-17 (as con-
tained in the 26 CFR part 1 edition re-
vised as of April 1, 1995). Paragraphs (c)
and (d) apply with respect to acquisi-
tions occurring or activities under-
taken in years beginning on or after
July 12, 1995.

[T.D. 6894, 31 FR 11794, Sept. 8, 1966, as
amended by T.D. 8597, 60 FR 36708, July 18,
1995]

§1.1502-18 Inventory adjustment.

(a) Definition of intercompany profit
amount. For purposes of this section,
the term “intercompany profit
amount’’ for a taxable year means an
amount equal to the profits of a cor-
poration (other than those profits
which such corporation has elected not
to defer pursuant to §1.1502- 13(c)(3) or
which have been taken into account
pursuant to §1.1502-13(f)(1)(viii)) arising
in transactions with other members of
the group with respect to goods which
are, at the close of such corporation’s
taxable year, included in the inven-
tories of any member of the group. See
§1.1502-13(¢)(2) with respect to the de-
termination of profits. See the last sen-
tence of §1.1502-13(f)(1)(i) for rules for
determining which goods are consid-
ered to be disposed of outside the group
and therefore not included in inven-
tories of members.

(b) Addition of initial inventory amount
to taxable income. If a corporation:

(1) Is a member of a group filing a
consolidated return for the taxable
year,

(2) Was a member of such group for
its immediately preceding taxable
year, and

(3) Filed a separate return for such
preceding year,

then the intercompany profit amount
of such corporation for such separate
return year (hereinafter referred to as
the ‘“‘initial inventory amount’’) shall
be added to the income of such corpora-
tion for the consolidated return year
(or years) in which the goods to which
the initial inventory amount is attrib-
utable are disposed of outside the
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group or such corporation becomes a
nonmember. Such amount shall be
treated as gain from the sale or ex-
change of property which is neither a
capital asset nor property described in
section 1231.

(¢c) Recovery of initial inventory
amount—(1) Unrecovered inventory
amount. The term ‘‘unrecovered inven-
tory amount” for any consolidated re-
turn year means the lesser of:

(i) The intercompany profit amount
for such year, or

(ii) The initial inventory amount.
However, if a corporation ceases to be
a member of the group during a con-
solidated return year, its unrecovered
inventory amount for such year shall
be considered to be zero.

(2) Recovery during consolidated return
years. (i) To the extent that the unre-
covered inventory amount of a corpora-
tion for a consolidated return year is
less than such amount for its imme-
diately preceding year, such decrease
shall be treated for such year by such
corporation as a loss from the sale or
exchange of property which is neither a
capital asset nor property described in
section 1231.

(ii) To the extent that the unre-
covered inventory amount for a con-
solidated return year exceeds such
amount for the preceding year, such in-
crease shall be treated as gain from the
sale or exchange of property which is
neither a capital asset nor property de-
scribed in section 1231.

(3) Recovery during first separate return
year. For the first separate return year
of a member following a consolidated
return year, the unrecovered inventory
amount for such consolidated return
year (minus any part of the initial in-
ventory amount which has not been
added to income pursuant to paragraph
(b) of this section) shall be treated as a
loss from the sale or exchange of prop-
erty which is neither a capital asset
nor property described in section 1231.

(4) Acquisition of group. For purposes
of this section, a member of a group
shall not become a nonmember or be
considered as filing a separate return
solely because of a termination of the
group (hereinafter referred to as the
‘“terminating group”’) resulting from:

(i) The acquisition by a nonmember
corporation of (a) the assets of the
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